ABSTRACT: After twenty-five years of economic transition economic performance varies considerably in transition countries
INTRODUCTION
During the past twenty-five years of economic transition to a market economy a great amount of energy has been invested in attempting to establish a developed and modern market system and to gain from the systemic changes, predominantly in terms of better and more efficient economic performance. However, the results achieved in transition countries vary, and in most cases the present economic outcomes give no assurance that the desired effects have been achieved. Indeed, despite earlier warnings that transition schemes in some respects are lacking, it has only been during the recent global crisis that terms like 'new growth model', 'institutional development', 'industrial policy', and 'new reforms' have entered into standard debates on transition and its aftermath.
In this paper we shall try to elaborate why industrial policy has been a key missing element of transition, which has contributed to the unexpectedly small and slow pace of recovery in transition economies. Namely, transition was seen as a process that should lead to structural changes, by means of market liberalisation and privatisation in the first place and was expected to foster economic performance. There is no doubt that such a move was inevitable in order to improve economies that were constrained by an inert and petrified economic system. However, the question is whether these changes were sufficient, or whether other policies were also needed to launch steady economic growth and more efficient development. In addition, there is the question of whether this change alone was capable of bringing about the desired structural adjustment of economies which differed considerably in their inherited economic conditions, available resources, and historical legacies.
We explore whether such a policy of economic liberalisation and privatisation, not supplemented by any proactive policies, contributed to the shortcomings identified during the recent economic crises. In other words, what was its role in establishing a model of growth based on strong import demand, an excessive increase in production of non-tradable goods and services at the cost of tradable output, and other weaknesses of transition economies that emerged recently under changed global circumstances? Through the analysis of these issues we shall demonstrate that reforms implemented in transition economies should be accompanied by a specific industrial policy for each country, which tracks economic development according to the specific conditions of the given country in line with a sustainable pattern of growth. Moreover, we shall try to identify when is the right moment for defining and implementing an industrial policy within the reform process and to show why industrial output, particularly manufacturing, should be the main engine of growth in transition economies in the longer run.
Our analysis will cover primarily the first two decades of transition, 1990-2009 , supplemented by some more recent data. We have chosen this period for two reasons. Firstly, it covers both the initial period of transition and a part of the more developed phase that took place in relatively stable economic global circumstances. It also covers the first two years of the global economic crisis, thus including the reaction of transition economies to the changed environment. Secondly, we chose this period for methodological reasons: there is only one unique database, compiled by the EBRD until 2009, which covers the period in a methodologically coherent way and thus can be used for this type of analysis. For the more recent period we sometimes use other sources of data.
The paper is organised in seven sections. After the introduction (section 1) we present data on the economic performance of transition economies in the period 1990-2013 and highlight the diminishing share of industrial output (section 2). The paper continues with a brief discussion of the neglected role of industrial policy during transition and the changes in the understanding of its importance that occurred during the global crisis and in the following years (section 3). In section 4 we present empirical evidence considering growth-pattern changes in transition economies over time, and in section 5 we present some additional empirical evidence concerning growth-model alterations in regard to reform progress, including specifically those that took place before and after the crisis. The conducted panel analyses prove the significant and increasing impact of industrial and/or tradable output as a factor of growth in these economies. Consequently, we find that some sort of industrial policy is necessary and discuss what type of industrial policy would be appropriate for transition economies (section 6). The last part (section 7) presents our major conclusions.
ECONOMIC PERFORMANCE OF TRANSITION ECONOMIES
From the very beginning of transition it was expected that the East European countries would go through a recession, but the expected length of the recession was optimistically short. What was predicted at that time was a U or J output curve, as an upward-switching phenomenon in the short run. However, before 1999 only a few economies reached their pre-transition level of GDP. Moreover, by the end of the second decade of transition (just before the global crisis) the attained economic performance of transition countries was far from satisfactory.
Their performance considerably weakened during the recession that flooded the global economy in 2008. In the data below (Table 1) we show some indices of GDP per capita growth until 2007 and 2008 (with calculated average annual growth rates), and of GDP growth after that period. In this way we separate the 'good' period -as expected on the eve of transition -from the subsequent unexpected turmoil. For comparison's sake, and also in order to consider the reforms' success as a possible factor of growth, in the last column we add the sum of 9 EBRD transition indicators (TI) in 2007. Cerovic and Nojkovic (2011) The data show that only 11 out of 29 transition countries had an average annual growth rate of GDP per capita higher than 2% over the 1989-2008 period. Within this group we find three extreme transition laggards (Belarus, Turkmenistan, and Uzbekistan) that made no substantial reforms, and two other countries below the average level of reform, which, however, were extremely undeveloped at the beginning of transition (Albania and Mongolia). Furthermore, we find 7 countries that had negative average growth rates of GDP. Another 7 countries had very modest positive rates (below 1%), some of which were rapid reformers and even EU members, and 4 economies that had an annual GDP growth rate slightly above-average (between 1% and 2%). On the whole, it seems that all countries exhibit specific reasons for their economic performance that cannot be easily associated with their reform progress (represented by the average EBRD Transition Indicator in the last column of the table)
1 .
During the years of the recent global economic crisis the transition economies again show very different results, which are frequently related to achieved performance in the pre-crisis period. For example, 10 out of the 11 countries with the highest rates of growth in the period preceding the crisis continued to grow during the crisis years, despite their different rates of progress in reforms (Slovenia was the only country in the group that exhibited negative growth). The other 11 countries were not able to recover and remained below the development level reached in the pre-crisis period (Bosnia and Herzegovina, Croatia, Serbia, and Ukraine even remained below their 1989 GDP level). There are 8 countries that achieved some positive growth during the crisis years but 4 of them (Georgia, Moldova, Montenegro, and Tajikistan) remained below their 1989 level of per capita GDP. This rather dismal picture encouraged us to analyse the reasons behind this sluggish development of transition economies 2 .
Before carrying out more extensive analysis we explored the structural changes that occurred during transition regarding shifts in major economic sectors. At the beginning of transition it was widely believed that most ex-socialist economies had an excessive share of manufacturing output (as well as over-urbanisation).
The problem was studied in detail, particularly in a set of papers presented by de It is remarkable that in many cases the industrial output share has shrunk even more than de Melo's calculations suggested. Bearing in mind that in some countries a decrease in industrial output occurred on an even larger scale, as it started earlier than we could observe using available data, it is evident that during transition there was a profound decline in manufacturing. This raises the question of whether this was necessary and of which policies contributed to this trend. Our data also suggest a rather peculiar link between reform advancement, industrial output, and growth: a simple correlation analysis shows a positive relationship between higher growth and smaller industrial decline (or higher increase), and a negative relationship between reforms and GDP share of manufacturing 3 .
Consequent to these findings we shall try to find out whether the lack of any industrial policy played a part in such outcomes. Or, put the other way round, we suggest that transition schemes focusing predominantly on liberalisation and privatisation led to this development, together with FDI that mostly targeted services. It has already been broadly acknowledged that these policies were dominant before the global crisis. The idea of a new growth model based on a higher share of tangible products and an increase in industrial output emerged only after the first effects of the globally troubled economy had been felt in transition countries. Therefore we shall also analyse whether industrial policy should have been introduced earlier in transition economies.
INDUSTRIAL POLICY AND TRANSITION
Industrial policy was not considered a necessary component of economic policies in Eastern Europe during the early years of transition. This is understandable to a certain extent, considering that in most countries the main priorities at that time were economic liberalisation, macroeconomic stabilisation, and privatisation, in line with the recommendations of the so-called 'Washington consensus'. Moreover, considering that before 1989 all socialist countries generally had an oversized industrial sector and few services a significant decrease in the share of industry along with the development and expansion of services was only to 3 Thus for example, the correlation coefficient for the factual percentage change of industrial output share and GDP index in 2008 is r=0.5309 (t=3.005; p=0.000), while if correlated with the EBRD assessments the coefficient becomes negative: r=-0.4201 (t=-2.2199; p=0.036).
There is also a positive correlation between the share of industrial output in GDP in 2007 and the GDP index (r=0.4537; t=2.4415; p=0.0227) against an already reported insignificant (yet negative) correlation between reforms and GDP index.
be expected -as indeed happened in most transition countries in the early years of transition. It is only in the second half of the 1990s, when the first critical views of policies implemented during the early phase of transition appeared, that industrial policy emerged on the agenda.
Among the few scholars that argued in favour of an industrial policy at an early stage were Kolodko and Nuti (1997) , who proposed a 'post-Washington consensus' (mainly based on the Polish experience), which placed emphasis on a new role for the state and active government policies -not just less government but better government. In particular it pointed out the importance of industrial policy in promoting investment in certain sectors, improving access to credit for small and medium enterprises, encouraging innovation, and introducing and protecting standards. They also clearly indicated the risks of the absence of industrial policy: if a country has no industrial policy, its industrial policy will simply be the residual of other policies, such as highly liberalized foreign trade, high interests rates, and an appreciating real exchange rate, which can have many negative implications (Kolodko and Nuti, 1997, p. 38) . If tariffs are lowered excessively such a "residual industrial policy" can be detrimental to industrial sectors requiring protection and can prevent new investment and modernization of key industrial sectors (Uvalic, 2010, p. 257) .
Industrial policy primarily gained ground as a policy prescription in transition economies in the 2000s, in part due to the EU accession process of the ten acceding states. Particularly with the adoption of the Lisbon Strategy in 2000 and its emphasis on 'horizontal' measures of industrial policy to sustain the implementation of the knowledge-based EU economy and society, similar policies were advocated for the future EU member states from Central and Eastern Europe and the Baltics. Although the various EU member states have understood and applied industrial policy differently, it has increasingly been taken to represent general measures offered to all enterprises without discrimination that strengthen enterprise competitiveness, including a supportive business environment, incentives for investing in R&D, innovation, support of small and medium sized enterprises, services for the creation of enterprise networks and technology parks, and incentives for cooperation between research institutions and industry (Bianchi and Labory, 2009 ).
Under the impact of the global economic crisis, however, there has been a substantial rethinking of the EU approach to industrial policy. The European Commission has recently stressed that industry must be placed at the centre of EU strategies if Europe is to remain a global economic leader. In the Communication on "An integrated industrial policy for the globalisation era", a flagship initiative of the Europe 2020 strategy, a strategy is set out that aims to boost growth and jobs by maintaining and supporting a strong, diversified, and competitive industrial base in Europe, offering well-paid jobs while becoming less carbonintensive (European Commission, 2010) . In addition to the horizontal measures, the Commission now also emphasizes the sector-specific dimension of industrial policy, identifying specific sectors for development at the European level such as space technology, clean and energy-efficient motor vehicles, transport equipment, healthcare, environmental goods, energy supply industries, security industries, chemicals, engineering, agro-food, and business services (Bartlett, 2011; European Commission, 2010) . EU industrial policy now combines the horizontal approach, which remains relevant regarding national industrial policies so as to prevent unfair competition within the EU, with support for industrial policy cooperation among EU countries in the designated target industries, allowing the specific characteristics of the various sectors to be taken into account (Bartlett, 2011, p. 18 ).
In the meantime, the severity of the economic crisis, the unexpected prolongation of the recession in a number of EU countries, and the uncertain prospects of a permanent economic recovery have revived the debate about the manufacturing industry and its importance for economic growth and international competitiveness (see Veugelers, ed., 2013) . Despite the declining share of manufacturing in EU GDP and employment, manufacturing is widely acknowledged as the engine of the modern economy and a prerequisite for an innovative and fast-growing economy. The European Commission's Strategy for the Re-industrialization of Europe, launched in 2012, aims at increasing the share of manufacturing in the EU economy from 15% to 20% of GDP by 2020. The EU Commission's recent Competitiveness Report proposes "knowledgedriven reindustrialization" (European Commission, 2013), while the European Commission's Vice President, Antonio Tajani, has argued for an "Industrial Compact" (Tajani, 2013 ) (see Damiani and Uvalic, 2014) .
As Eastern Europe is one of the regions most severely hit by the global economic crisis a number of recent studies have critically examined the growth model implemented in the post-communist countries over the last twenty years (see Cerovic et al. 2012) . The ongoing debate on the New Growth Model in Eastern Europe has indicated a loss of confidence in the prescriptions of neo-liberal economic thought which prescribed the withdrawal of the state from active intervention in the economy to promote industrial development (Bartlett, 2011) . Despite all the criticism, the current debate on the New Growth Model has not produced many innovative ideas about alternative strategies of growth in Eastern Europe. Most recent studies suggest the need to "reorient", "redirect" or "reinvent" the growth model in Eastern Europe, but remain vague about its contents. To give an example, Berglöf (2010) rightly stresses the need to remove obstacles to further export growth in Eastern Europe since past export growth drivers are fading, but recommends standard measures such as reducing non-tariff barriers, increasing customs efficiency, fighting corruption, and enforcing the rule of law.
CHANGES IN GROWTH PATTERNS OVER TIME: EMPIRICAL EVIDENCE
Today there is a large set of empirical work investigating growth patterns and the impact of various factors on economic performance in transition economies (for a comprehensive survey see Babecky and Havranek, 2014) . Within the literature there are several papers that indicate certain changes in growth patterns, depending on the period observed. Some authors find that growth patterns between the first and second decades of transition differ (e.g., Falcetti et al. 2004 Falcetti et al. , 2006 Dragutinovic Mitrovic and Ivancev, 2010) . In order to test the impact of industry (manufacturing) during transition, we shall conduct panel analyses of 25 transition economies and divide the 1991-2009 period into two phases.
We shall analyse both the entire sample and, separately, the 1991-2000 period when the majority of these economies were implementing the first generation of reforms, predominantly directed towards liberalisation, privatisation, and macroeconomic stabilisation. Further on we shall also separately analyse the subsequent 2001-09 period, when basic reforms had been introduced and some deeper reforms were fostered. However, we shall also look at the 2001-07 period preceding the crisis in order to identify changes that might appear when critical years are included in the analysis.
For methodological reasons we shall use two baseline panel data models. The first model will estimate the impact on growth of the several variables that are most frequently present in papers on transition, such as reforms, initial conditions, and macroeconomic stability, as well as those that were stressed only recently, such as industrial output share and export orientation. The second model includes two additional variables usually seen as important parts of the policy of transition economies: the openness of the country and the size of government (the share of government expenditure in GDP). Accordingly, the first baseline model is defined as:
The dependent variable GR i,t is the growth rate of country i in year t. The independent variables are: (a) inflation -stands for inflation rates (logarithm values) lagged for one year to allow for postponed effects; (b) IC1*trendrepresents initial conditions of country i and is defined in the following way: IC1 is a composite index, which is the first principal component derived from common factor analysis of relevant variables but highly correlated (initial values from 1989) multiplied with trend in order to be able to estimate fixed effects panel specification; (c) EBRD index -represents reform progress of country i as an average of nine EBRD transition indicators, also lagged for one year to capture prolonged effects of reforms 4 ; (d) industry -stands for industrial output share in GDP (in %) to involve the impact on growth of sector changes in economy i during transition; and (e) net exports is the ratio of net exports to GDP (in %) in order to estimate how much the trade orientation of country i affects its growth rate.
The second baseline model is defined as follows:
The two independent variables that have been added to the first model are: (a) openness -represented by the sum of imports and exports to GDP ratio of country i (in %) and (b) government expenditure -representing the size of government in country i as the ratio of this expenditure to GDP (in %).
The estimation results of two-way fixed effects specification 5 (time and countryspecific fixed effects) are presented in Table 3 . Note: Standard errors are in parentheses. Significant levels are indicated as 1% (***), 5% (**) and 10% (*).
Apart from some expected results for the full sample -positive impact of reforms, impact of inherited conditions, and negative impact of macroeconomic distortions such as high inflation and excessive share of government expenditure -the most remarkable changes in the estimation results are those that differently weight certain factors of growth in the model. The second and even more remarkable change concerns the industrial output share. Though insignificant for the full sample, in the second decade of transition it appears as an important factor of growth, particularly when the period of crisis has been included in the analysis (increased coefficients). However, in the first decade industrial output appears as a factor with a significant but adverse impact on growth (negative sign). This effect could be the result of economic structural adjustments aimed at countering over-industrialisation in transition countries. Later on, increased industrial output seems to become highly important for improving economic performance.
Nevertheless, the question remains whether such straightforward conclusions can be drawn, bearing in mind the different initial conditions and historical legacies of the various transition countries. Moreover, the countries observed had different policies regarding the speed and general scope of reform implementation.
Checking for these differences, we estimated our models for two groups of countries: (a) those that were part of the former USSR (excluding the Baltic countries) and (b) Central and South Eastern European countries (including the Baltic states; henceforth CSEB).
Our panel estimation results show that there is one major difference between these groups that substantially influences their patterns of growth. Although in both groups the growth patterns are characterised by the positive effects of reforms over the entire 1991-2009 period (though insignificant for ex-USSR) and the significant and positive impact of lower inflation and lower government expenditure, the ex-USSR group exhibits a significant and positive impact of industrial output share, whereas the economic growth of the other (CSEB) group is based on de-industrialisation and negative net exports 6 (table A1, panels a and b, in the Appendix). Does this mean that the ex-Soviet group conducted a policy that relied on local production, while the European group of countries relied on import-led growth? As will be explained further on, it is too early to conclude anything concerning this issue.
6
A similar difference was found in analysing groups of resource-rich countries and countries with poor natural resources: in the first group industrial output share positively affects growth while the second group's growth is followed by negative net exports (table A2, panels a and b, in the Appendix).
Rethinking the obtained results, we found that these two groups also differ in regard to their reform advancement (according to Table 1, in 2007 the average sum of nine EBRD indices was 31.7 for the CSEB group and 23.3 for the ex-USSR group). However, this difference is not only linked with the reform policies pursued by these countries. According to the results in Cerovic and Nojkovic (2011) , when transition reform progress is considered as an endogenous phenomenon 7 it appears that a distinctive majority of countries in both groups achieved the level of reform advancement appropriate to their specific conditions (7 out of 10 ex-Soviet countries and 7 out of 13 CSEB transition economies, while another 4 countries even surpassed the expected progress) 8 .
Under these circumstances we conclude that the transition economies in our full sample of countries are comparable. Moreover, considering the fact that the proposed transition schemes were, in general, almost identical in all these economies regardless of their specific conditions, we find it useful to explore whether the change in leading factors of growth over time -as identified earlier -is a matter of time only, or whether the reform progress itself incites growthmodel alteration.
REFORM-RELATED CHANGES IN GROWTH PATTERN: EMPIRICAL EVIDENCE
In contrast to the previous section, where we found certain changes in the growth models applied in transition economies occurring over time, in this section we shall try to identify whether and how reforms implemented during transition could affect growth-model alterations. In searching for specific reform-related breaks that indicate a change in the pattern of growth, we shall re-estimate our baseline models (1) and (2) from the previous section. The analysis is inspired by Tichit (2007, 2009 ), but it also relies on Cerovic and Nojkovic (2009) and Cerovic et al. (2012) . It is based on pooled panel estimates and application of a dynamic algorithm (devised by Bai and Perron, 1998) to tests of significance,
7
It was shown that transition progress significantly depends on pre-transition level of GDP per capita, pre-transition reforms, number of years under communism, and macroeconomic distortions measured by black market exchange rate premium.
8
There are only five countries that fall below their achievable level of transition progress: in the ex-USSR group there are three transition laggards (30%) while in the CSEB group there are only two (15%). As already mentioned, there are four countries in the CSEB group (31%) that surpass the expected level of reform progress; i.e., they have over-accelerated their transition process beyond their actual capabilities.
in order to determine the a priori unknown number of breaks. In doing so we shall look for the breaks that are reform-related; that is, the break points that indicate growth-model alterations in regard to achieved transition progress (as measured by the EBRD indices). It should be pointed out that a pooled panel is characterised by all constant parameters across the countries observed and no universal effects across time. Thus, it resembles a simple regression result and does not recognise the specificity of countries, and is also time-invariant across the sample. Apart from their statistical relevance to the problem we analyse, these characteristics are in line with the uniformity of transition schemes that are recommended for all countries regardless of the variety of specific conditions regarding development levels, historical legacies, etc.
We first estimate model (1) and the results are reported in Table 4 . Note: Standard errors are in parentheses. Significant levels are indicated as 1% (***), 5% (**) and 10% (*). Source: Cerovic and Nojkovic (2011) .
The results essentially correspond to the estimation results obtained from panel analysis in Table 3 . However, the above analysis shows that the identified changes in the growth model are not distributed over certain periods of time but rather over various levels of transition progress. We found two reform related break points and three corresponding models of growth, which indicates that the growth pattern of a transition economy alters at different levels of reform advancement (panels A2, A3, A4).
Thus, for example, the first model (panel A2) basically resembles the panel results for the first decade of transition reported in table 3a. Nevertheless, this result demonstrates that such a model is in fact specific to an early phase of transition (average EBRD index from 1 to 2.33), regardless of when it happens. In this early phase, which is primarily characterised by liberalisation and limited privatisation as initial reforms, the growth model is founded on reform implementation and disinflation or macro-stabilisation, and is additionally affected by initial conditions. This is reasonable: when changing an economy's entire institutional environment, rapid construction of new fundamental institutions and a stable macro-environment should support growth, or, to be more precise, should diminish losses in growth induced by such a change.
Already at a slightly advanced phase (EBRD indices between 2.33 and 2.92) we discover an almost entirely different model of growth (panel A3). Along with a stable macroeconomic environment and under the continuing effect of inherited conditions, the model clearly suggests industrial output is a significant factor of growth (and indicates the potential importance of higher net exports: though insignificant, the coefficient becomes positive). On the other hand, the model no longer recognises reforms as having a significant impact. This could be a very important finding: it suggests that after the first wave of reform its continuation, although necessary, cannot remain the primary force of economic growth. The model points to the need for additional policies to deal with the structural adjustments of the economic sectors, particularly regarding industrial output. Furthermore, it points to the changing role of exports and an increasing need to focus on the share of tradable goods in an economy already in the mid-phase of transition. As demonstrated in Table 2 , it seems that this type of industrial policy -with rare exceptions -has been seriously and systematically neglected during transition.
Finally, the estimated results of the third model (panel A4), although -in some elements -resembling the panel results obtained for the 2001-09 period (as reported in Table 3 -b), are actually specific to a more developed transition phase and more-reformed countries (EBRD index beyond 2.92). The model particularly points to a significant and negative impact of reforms (mostly overaccelerated) and positive effects of larger industrial output shares. However, it should be noted that in analysing the 1991-2007 period -that is, before the crisis -the model recognises positive effects of reforms and does not indicate that industrial output significantly enhances growth (see in detail: Cerovic et al., 2012) , which is somewhat different than the panel results for the second decade of transition (where industry appears as a significant growth factor). This is easy to explain: the results for the second decade are mixed; they look jointly at morereformed countries and those that are still in a middle phase, when industry is more important. When the two groups of economies are analysed separately it becomes clear that the growth of the more-reformed countries was primarily based on reforms. In our view, this indicates that growth models based on the reforming process alone, without a defined industrial policy, although seemingly successful at higher reform levels (before the crisis), were actually leading to certain structural distortions that were revealed after the outbreak of the global crisis.
In estimating model (2) we got similar results, although only one reformrelated break point was found. Moreover, the break point changes its position depending on the period observed. For the period 1991-2007 the results indicate a first-growth model of the initial phase of transition (EBRD index from 1 to 2.37), based on reforms and macroeconomic stabilisation (low inflation and low share of government expenditure) yet affected by inherited conditions: these results fully correspond to those from model (1). The subsequent model points to a higher industrial output share, higher net exports, stable macroeconomic environment, and impact of initial conditions (see more in Cerovic et al., 2012) , which corresponds to the results of the second and third phases.
When the period of observation is extended to 2009, the break point moves to the higher reform level (EBRD index beyond 2.81, as presented in Table 5 , panel A3). The model below the break (Table 5 , panel A2) combines the previously identified features of the first two phases of transition, highlighting reforms, macroeconomic environment, industrial output, and initial conditions as significant factors of growth. Beyond this point the model is like the one found for the advanced reform phase in estimating model (1), with negative impact of reforms and positive effects of higher industrial output share, low inflation, and low government expenditure. Since the break in growth patterns obviously moves with the period observed, particularly when years of crisis are taken into consideration, the results could be interpreted as follows: in a stable economic environment a country's economic policy should take into account the importance of industrial output after the first wave of reforms. Alternatively, when economic shocks are expected, it would be wise to support industry jointly with reforms from the beginning of transition, and definitely before the crisis actually occurs. Note: Standard errors are in parentheses. Significant levels are indicated as 1% (***), 5% (**) and 10% (*).
Despite some distinct features resulting from different specifications of models (1) and (2), the estimation results suggest that, in addition to transition-related reforms, there is need for an explicit policy that deals with the sectoral structure of a transition economy. Such a policy should be primarily directed at fostering industrial (tradable) output, since a higher share of industrial output already appears to be a leading force of growth after the initial transition reforms have been implemented
9
. Since the growth model alterations are reform-related, we may additionally conclude that the advancement of reform actually requires new types of policy, notably a policy that would support an increase in the industrial output of a country. Our results also confirm that reforms themselves can only be principal drivers of a transition economy's growth during the early phase of reform implementation. Shortly after, reform should be supplemented by more proactive industrial policies that encourage industrial production. Moreover, the results suggest that if countries remain within the initial model of growth, relying on reform policies only, certain structural imbalances could emerge in 9 Export-oriented industries could also be the target of such policies, although our results show somewhat mixed results regarding the net exports variable. Moreover, the results are evidently connected with the mixed results for openness of the country while their coefficients change the sign reciprocally. Such mixed effects, particularly regarding openness in various periods of transition, have already been noted in the literature and probably depend on model specifications (e.g., Cieslik and Tarsalewska, 2013) . the longer run. According to our estimation results and data presented in Table  1 , it seems that this has indeed been the case during the crisis in a number of transition countries that have usually been seen as leading reformers.
The results also clarify why a broader discussion on the growth model for transition economies began only once they had been affected by the global economic crisis. Before late-2008 the internal disparities that had developed during the reform process remained hidden and suppressed due to the general belief that market forces would, by themselves, produce desirable outcomes. However, our analysis suggests that steps toward sectoral adjustment in transition economies could be taken earlier, or rather that the proper time for introducing additional policies and some type of industrial policy was as early as the medium stage of transition reform. Can we expect these adjustments to be achieved spontaneously without a specific industrial policy? The data on industrial production, the lack of such policies, and the overall development of transition economies up until the crisis do not suggest that such an outcome is plausible.
Finally, the results shed new light on the questions, raised earlier, of why groups of countries vary regarding their models of growth, and on whether the ex-USSR group had better policies, due to growth led by primarily industrial output, than the CSEB group, whose growth was based on imports. The results cannot offer a direct and definite answer, but they suggest that the higher industrial output share in the ex-Soviet group is due to a lower phase of transition and to the richer resources they possess (rather than to a specific industrial policy). Conversely, the import-oriented growth model of the latter group primarily derives from the advanced stage of their reforms carried out in accordance with transition schemes, rather than from a deliberately chosen growth model. It remains to be seen whether the former group can take advantage of its position by implementing further reforms and building a proper institutional environment, and whether the latter group will adopt the necessary policy measures to make better use of its reform progress.
WHAT TYPE OF INDUSTRIAL POLICY?
Discussions on a new growth model for transition economies coincided with a renewed interest in industrial policy in the theoretical literature, as evidenced by writings of Chang, Rodrik, Lin, Lin and Monga, and others. Rodrik (2008) presents a number of theoretical arguments in favour of industrial policy. Industrial policy is understood to denote "policies that stimulate specific economic activities and promote structural change". As such, industrial policy is not about industry per se; thus policies targeted at non-traditional agriculture or services qualify as much as incentives for manufactures. Rodrik argues quite convincingly that horizontal interventions need to be considered as a limiting case and not as a clear-cut alternative to sectoral policies, in line with the most recent EU approach to industrial policy.
There are, however, a number of critical objections when it comes to industrial policy implementation, such as whether governments have the necessary information to identify with any degree of certainty the relevant firms, sectors, or markets that are subject to market imperfections, and that industrial policy can easily lead to corruption and rent-seeking. Once a government decides to support certain firms or sectors it becomes easy for the private sector to extract benefits, which distorts competition and transfers rents to politically connected entities. This is why two modes of industrial policy should be combined: the traditional mode, where the government picks certain sectors and provides incentives to get them off the ground through various policy instruments (tax credits, subsidies, directed credit) and a range of sectoral priorities; and a new mode, without a preconceived list of sectors and policy instruments, aimed at constructing an institutional framework that discourages the main problems deriving from the implementation of industrial policy mentioned earlier.
Similarly, Chang (2009) argues strongly in favour of an industrial policy, which he defines in a broad sense. He advocates an industrial policy that deliberately favours particular industries over others, usually (but not necessarily) to enhance efficiency and promote productivity growth, commonly known as 'selective industrial policy' or 'targeting' (Chang, 2009) . As demonstrated in the previous section, this is of undoubted interest to transition economies. Regarding the common objections to industrial policy, Chang makes it clear that there is selectivity and targeting involved in virtually every (broadly-defined) industrial policy measure, even those intended for all enterprises (as in EU measures in the 2000s): for example, when R&D, innovation, or any other measure is favoured. Moreover, there are historical examples of government officials making investment decisions that were contrary to market signals, sometimes using state-owned enterprises as vehicles, who succeeded in building some of the most successful businesses in history.
Chang (2009) also makes a strong case in favour of export-promoting policies, which is extremely relevant for transition countries. "Many proponents of industrial policy do not fully appreciate how critical export is for the success of industrial policy, while many opponents do not fully appreciate how export success also requires industrial policy" (Chang, 2009, p. 36) . Economic development is impossible without good export performance: at least, it requires importation of advanced technologies in the form of either machines or technology licensing, which need to be paid for with foreign currencies. Unless a country is very small and/or very strategically located so that it gets disproportionately large amounts of foreign aid and/or FDI, it will simply have to export its way out of poverty. In emphasizing the importance of exports for economic development, the 'export-promotion vs. import-substitution' dichotomy ought to be abandoned. We need to debate how exactly to combine free trade, export promotion, and infant industry protection across sectors and over time, in a manner that helps a country to upgrade its industrial structure and grow fast. Lin and Monga (2010) similarly stress that government intervention has always played an important role in facilitating structural change. "While markets are indispensable mechanisms to allocate resources to the most productive sectors and industries, government intervention -through the provision of information, coordination of hard and soft infrastructure improvement, and compensation for externalities -are equally indispensable for helping economies move from one stage of development to another" (Lin and Monga, 2010, p. 23) . They recall the long historical and worldwide perspective of a rich experience of industrial policies. If the government proactively provides information, coordination, and externality compensation in the process of industrial upgrading and diversification, the country can grow much faster and achieve the goal of convergence with high-income countries (Lin and Monga, 2010, p. 7) . Two types of policy are proposed: that which facilitates structural change by overcoming the information, coordination, and externality issues that are intrinsic to industrial upgrading and diversification, and policies aimed at protecting selected firms and industries that defy the comparative advantage determined by the existing endowment structure, either in new sectors or in old sectors that have lost comparative advantage. However, the authors consider that good criteria for identifying industries appropriate to a given country's endowment structure and level of development are lacking. They suggest that when defining its industrial policy a country should follow the patterns of specialization of countries that are, on average, about 100% higher than their own level of per capita income in terms of purchasing power parity, instead of targeting mature industries from countries at a similar level of development (Lin and Monga, 2010, p. 13) .
What emerges from the surveyed literature is the importance of industrial policy in its various dimensions, encompassing not only horizontal measures to increase firms' competitiveness but also concrete government strategies to support structural changes, industrial diversification, and upgrading. Given that the global economic crisis has brought industrial policies back onto the EU agenda, the use of various measures to support concrete industrial sectors must also become a crucial component of the new approach to development, particularly in those transition countries that lag behind in most development indicators.
Analysing the case of the South East European (SEE) countries, Bartlett (2011, p. 19) concludes that the challenge for these countries will be to engage with this new agenda and to make a contribution to the new leading industrial sectors in the EU. The author illustrates how EU pro-competition industrial policies were adopted in almost all SEE countries in the 2000s: state aid to industry was reduced, while horizontal and decentralized approaches to industrial policy have been replacing the older reliance on the more direct vertical forms of industrial policy that had been designed to support key industries. The SEE countries have implemented policies to support SME, develop technology parks and local industrial clusters, and promote the transfer of knowledge from universities and research institutes to the business sector. The policies adopted by the SEE countries' governments have thus been very much in line with the dominant EU approach to industrial policy during the past two decades. However, judging from where these countries are today in terms of level of economic development, industrial diversification, and structural change, this type of policy has not contributed substantially to their economic recovery and catching up with the more developed countries. Despite many achievements during the 2000s, the results in terms of economic development have been disappointing.
For those transition economies that have gone through a severe process of deindustrialisation and are today characterized by weak export performance, the only way to increase the production of tradable goods and achieve stronger export-led growth is to start implementing a more active industrial policy. In parts of the transition region many industrial sectors have not been modernised and restructured as expected during privatisation, partly because most FDI went into non-tradable services (see Estrin and Uvalic, 2014) . Due to the recent significant decline in FDI, these countries will have to rely much more on their own resources to finance investment and growth. These are the main reasons why they need an active industrial policy to encourage innovation, R&D, investment, quality protection, and technical standards, which would promote faster transformation of key industries, enhance enterprise competitiveness, and facilitate deeper industrial restructuring (Uvalic, 2011) . In addition, these countries should implement industrial policy to support the priority sectors that are important to the country's economic development. These could be emerging EU priority sectors, e.g., industries based on clean energy or the food processing industry, if they are in line with the country's factor endowments; or they could be sectors that have been important in countries that are presently at a twicehigher level of economic development, following the criteria proposed by Lin and Monga.
Given that manufactures have proved to be the key driver of exports, both worldwide and in the EU, measures should also be undertaken to increase the share of the manufacturing industry, in line with current EU objectives (see European Commission, 2013 ). An important lesson for transition countries is that the future drivers of industrial change might not be found in old large industries in traditional sectors, but in knowledge-driven and creative industries. The value added in industries with high knowledge, skills, and technology intensity is much greater than in traditional industries. At the same time, policy recommendations that stem from EU experience, especially from the older member states, should take into account the fact that different institutional contexts lead to different industrial policy outcomes, frequently determining the success (or failure) of the chosen industrial policy (Damiani and Uvalic, 2014) . As shown by Acemoglu et al. (2006) , not only individual institutional policies in educational systems, trade and regulatory settings, and R&D policies play a key role in the catching-up process, but also the interlocking complementarities within the institutional arrangements of the national innovation system. Thus, structural change in transition countries might depend on a whole set of policies and institutions that favour reallocation processes and remove the sources of inefficiency and economic backwardness (European Commission, 2013, p. 60; Damiani and Uvalic, 2014) .
CONCLUSIONS
This paper has argued that industrial policy ought to become an important part of the reform process of transition economies, after having been, for the most part, neglected to date. Considering most transition countries' present low level of economic development and low average growth rates over the past two decades, industrial policy should become an important ingredient of the new development model for transition economies. Moreover, considering growthmodel alterations during transition, both over time and particularly those that have emerged as reforms progress, we have argued that industrial policy should complement other policies once the initial phase of economic reform has been completed.
These arguments are even stronger if we recall the very extensive process of deindustrialization that has taken place in many transition countries during the last two decades. We have illustrated how sluggish growth was closely connected to a low share of industrial output in these economies, which is a feature that remained concealed for a long time and was only revealed due to the severe impact of the global crisis. In order to achieve faster economic recovery, transition countries must seek ways to implement deeper industrial restructuring, increase exports, and attain export diversification. Such fundamental changes will not come about without an active sector-oriented industrial policy.
A strong case has been made for implementing a targeted or focused industrial policy as a necessary though obviously not sufficient condition for achieving faster economic growth for transition economies in the future. Such an industrial policy should not involve 'picking winners', in the sense of arbitrary support for individual enterprises, but rather in picking winning sectors or a winning typology of enterprise: for example, export-oriented, innovative, or high-valueadded firms.
Industrial policy is especially needed today, after the negative effects of the global economic crisis on FDI. In a climate where globally foreign investment has fallen by some 40%-50%, transition countries cannot count on the arrival of a substantial number of foreign investors to restructure the main industrial and agricultural sectors. Even if and when FDI picks up, judging from previous experience it is unlikely that foreign firms will undertake the modernisation of large parts of the manufacturing industry without strong incentives, which should be offered in line with the principal objectives of a country's industrial policy. The main task of economic restructuring lies with governments and their agencies, not with the imperfect markets that have operated in most transition countries for the many years since the initiation of transition reforms. Therefore, and particularly because of the delay in following such an approach, industrial policy needs to be studied carefully by national governments in the transition region, translated into effective policy measures, and consistently applied. de Melo et al. 1997 de Melo et al. , 2001 .
